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Hedges
What are Hedges?
A hedge is an investment that is made with the intention of reducing the risk of adverse price movements in an asset. Normally, a hedge consists of taking an offsetting or opposite position in a related security.
Hedging is somewhat analogous to taking out an insurance policy. If you own a home in a flood-prone area, you will want to protect that asset from the risk of flooding—to hedge it, in other words—by taking out flood insurance. In this example, you cannot prevent a flood, but you can plan ahead of time to mitigate the dangers in the event that a flood did occur.
“There is a risk-reward tradeoff inherent in hedging”
Put simply, hedging isn't free. In the case of the flood insurance policy example, the monthly payments add up, and if the flood never comes, the policyholder receives no payout. Still, most people would choose to take that predictable, circumscribed loss rather than suddenly lose the roof over their head.
In the investment world, hedging works in the same way. Investors and money managers use hedging practices to reduce and control their exposure to risks. In order to appropriately hedge in the investment world, one must use various instruments in a strategic fashion to offset the risk of adverse price movements in the market.
A hedge can be constructed from many types of financial instruments, including stocks, exchange-traded funds, insurance, forward contracts, swaps, options, gambles, many types of over-the-counter and derivative products, and futures contracts.
Hedging with Futures and Options 
Options are financial derivatives that give buyers the right, but not the obligation, to buy or sell an underlying asset at an agreed-upon price and date.
Futures are derivative financial contracts that obligate the parties to transact an asset at a predetermined future date and price.
The big difference between a futures and options are that futures are obligatory.
	
	Price increase
	Price decrease

	Futures hedge (short) 
	Loss potential if futures hedge doesn’t cover cash changes 
	Gain potential especially if basis strengthens 

	Options: put
	Infinite gain minus the premium
	Gain on futures in amount of floor price

	Futures hedge
(long)
	Gain potential especially if basis weakens
	Loss potential if futures hedge doesn’t cover cash changers

	Options: call
	Gain on futures in amount of ceiling price
	Infinite gain minus the premium

	
	
	


Statement 1
“Hedging using futures can potentially eliminate volatility for any movement in underlying hedged item”
In order to eliminate volatility in any kind of movement in the underlying item (perfect hedge), Futures position would need to have a 100% inverse correlation to the initial position. This means that your net position would be zero.
For e.g., if your underlying asset costs 100$, you should short 100$ worth of the asset. So even if the asset price falls to 70$ and your asset will be worth 30$ less, you will earn 30$ from your short position hence maintaining the total value of your portfolio. 
However, since your net position is now 0, you will not earn any profit even if the price of the underlying asset increases since you would be making a loss on the short position.
Statement 2
“Hedging using options can eliminate the downside volatility of the price movement in the underlying asset at an associated cost.”
To eliminate downside volatility in the Underlying asset, you would need to buy a put option with the same strike price as the current price of the underlying asset.
For e.g., if your underlying asset costs 100$, you should buy a put option with a strike price of 100$. So even if the asset price falls to 70$ and your asset will be worth 30$ less, you can still sell the asset for 100$ by exercising the option and hence maintaining the total value of your portfolio and since your total position is not 0, you will still be able to take advantage of the Upside volatility.
However, you have to pay premium as a part of the options contract. You will be able to make a net profit only if the rise in the price of the underlying asset is higher than the premium paid.
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